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Big Business

Why the Sudden Rise
In the Urge to Merge
And Form Oligopolies1

Higher Payoffs. a Lowering
Of Antitrust Obstacles
And Some Burst Bubbles

Consumers Can \Vin or LOse

Everj"\.\'here you look. powerful fon:es
are driving American Industries to consoli·
date into oligopolies-and the obstacles
are getting less fonnldable.

The rewards for gettln&, bigger are
growing, particularly In the world of tech·

By Wall Street Journal stal! reporten
Yochi J. Drea.:en. Greg Ip and ' .
Nicholas Kulish.

nology, media and telecommunications,
where fixed costs are especially lure and
the cost of serving each additional cUJ~
tomer 15 small. Some snapshots:

• Twenty rears ago. cable televtsloo
.....asdomlnated by a patchworkof thousands
of tiny, family-operated companies. Today,
apendingdeal would leave three companies
In control of nearly two-thirds of the mar.~
keto .

• In 1990, three biCpubllshers of coUege
textbooks accounted for 3S'iO of Industry
sales. Today they have 62'111.

• In 1993, then·Defense Secretary Will·
iam Perry told executives of more than a
dozen big defense contractors that .hall
their companies wouldn't exist in five
years. He was right. Today. five tltansdoml·
nate the Industry. and one of them,
Northrop Grumman Corp.• FrIday made a
surprise $5.9 billion bid for TRW Inc., a
maker of auto parts. defense and aerospace
equipment. The offer Includes 55.5 bUllon In
assumed debt. (Please see related articleon
page A3.) .

• In 1996, when Congress deregulated
telecommunications. there were eightBaby
Bells. Today there are four, and dozens of
small rivals are dead.

• In 1999. more than 10 stmlficant finns
oUered help-wanted Web sites. Today, three
firms dominate.

Even as economic forces push these In·
dustries toward oligopoly, some of'the
ron~es that checked this trend tn the 199.0s
are weakening. U.S. antitrust cops, neuJ.a·
tors and Judges seem less antagonistic to- ..
ward bimess. Just last week. a federal ap­
peals court opened the door to another
round of media mergers by striking down
rules that in etrect barred cable companies
from buying broadcast networks.

And Investo~ are less earer to nnancti
upstarts who challenge giants. In an, about
$13 billion was raised for enterprises of an
sorts through venture-capltal financing and
Initial public offerings last year.. That was
robust by long·tenn historical standards,. J

. but It was less than hall the S1M bl1llon
raised In the peak year of 2000. . -or

The appetite for mergers 15 restrained
by a sagging stock market and recession,
but It probablyWiUrevive as theeconomyre­
bounds. "Even with the 'economic slow-
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Merger Wave
Mergers and acquisitions announced by"
U.S.-headquartered nrms .... , -
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down," President Bush's Council of E~a:
nomic Advisers noted recently. "merge,~.ac;
tivity in 2001 was well above average leyels
during the past three decades: .,

An oligopoly, a market in which a. f~w
sellers offer similar products, isn't al,,!ay~

avoidable or undesirable. It can produce.ef,
ficleneies that allow firms to offer consuin·
ers better products at lower prices and lead
to industry."ide standards that make·Ufe
smooth for consumers. .. .....

But an oligopoly can allow big busl·
nesses to make big Profits at the expense
of consumers and economic progress, It
can destroy the competition that Is Vital
to preventing firms from pushing'prices
well above costs and to forcing compa­
nies to change or die. Rates for cable
television, for instance, have soared 36%,
almost triple the amount of overall inna'
tion, since the industry was deregulated
in 1996 and then consolidated in a .few
big firms. The Organization of Petroleum
Exporting Countries is a classic oligopoly;
Members manipulate their control over
the supply of oil to force consumerS-·te
pay prices well above levels at which
market forces would otherv.ise set them':

..A certain amount of consolidation
does generate a certain amount of :effi,
ciency and is good for customers," says
economist Carl Shapiro, who served--ili
the Clinton Justice Department's anti·
trust division and now teaches at the Urn­
versity of California at Berkeley. "Tliat's
what economies of scale are about. Par·
ticularly in a lot of these industries that

Please Turn to Page AIO, Calumn i .

,.
I

n
I'

, .

. -,

---------------------------



A10 THE WALL STREET JOURNAL MONDAY, FEBRUARY 25, 2002

.' '" '
"

.. , .

.~WhyOligopolies Are on the Rise
COl/tiullcd Prom Pirsl P(J(J('

have heavy fixed costs, it's natural to
have some consolidation,"

._ "Twenty Icompetitors] to four is good,"
._ Mr. Shapiro says. "It's four to two that is

'much more dubious."
The rise of early-21st·century oligopo­

lies echoes the late 19th century. "They are
both periods where there was a retreat from
government oversight of the economy, a tre­
mendous amount of entrepreneurial activ­
ity, lots of new technology-and it wasn't

,;. ,cl,ear who would be the winners and losers,"
" says Naomi Lamoreaux, an economic histo­
·.,,'i·ian at the University of California at Los
~ ·,Angeles. "Firms try to put some bounds on

the chaos, to control some markets."
,;".'. :,. Many industries also face staggering
'... ,I;osts. A typical semiconductor-fabrication
.....p\ant now costs between $2 billion and $3 bil­
:'. lion, compared with $1 billion five years
· \ ago. Amaker of basic memory chips must
· ,\~QIl far more chips to justify an investment
, of that size, which is why makers of dy-

namic random access memory, or DRAM,
chips are so eager to merge. If Micron Tech­
nology Inc. succeeds in buying the chip-

.' .makingassets of South Korea's Hynix Semi-
·.;-.cgnductor Inc., four firms will contro183%of
.:: ,the market, up from 46% in 1995. Itcost phar­
,~.m)lceutical companies $800 million to de·
>:Velop and get approval for a new drug In the
',')a,st decade, according to Joseph DiMasi of

:" T.ufts University's Center for the Study of
·:Orug Development, six times what it cost in

'~'~6:e 1970s after adjusting for inflation.

., Textbook Case
,', ,.

, For a textbook case of the pros and cons
::,o~oligopoly,look no further than the indus­
.·)ry that produces texbooks. Last year,
"T~omson Co.. No. 2 in the $3.2 billion-a­

:::. YQar college-text business, bid for the col-
· :lege·book line of Harcourt General Inc.,
::. No.4. Charles James, the Justice Depart­
.. ' ment's assistant attorney general for anti­
.. trust, initially objected, warning that com­
'~'petition in certain courses "will be substan­
:,:' ti~lly lessened, resulting in students paying
· l\lghcr prices." But the government cleared

lhe deal after Thomson agreed to sell cer­
"tain titles, from psychology to intermediate

spanish, as well as a testing company.
;'" ',Today, three big companies-Britain's
'. :l'earson PLC, Canada's Thomson, and New
':'YQrk-based McGraw'Hill-dominate the
.U.S. college-textbook business. The indus·

'.,: ti~ says consolidation helps shareholders
:".~nd students. In a biggercompany, says Pe·
.;, ler Jovanovich, chief executive of Pearson
.' ~ducation, sales representatives arc more
, 'specialized and know more about the books
':: tl\ey're hawking.
". And because publishers must comple·
'" ment their textbook offerings with Internet
, services, each textbook becomes a more ex­
::'p¢,nsive proposition. Publishers post online
~ '~imulations of chemical bonding, pra£tice
>:t~sts and ready-ta-serve Power Point pre­
, :sentations [or professors.
':"~, Butlhe lextbookindustryalso shows two
~'~big economic risks that consolidation poses
;.'tor consumers.
':"' .: The first is rising prices. The best-sell­
:.: I,~g introductory economics textbooks go for

more than $100 now. Thl' Labor Depart·
ment's measure of textboole prices that pub­
lishers charge bookstores and distributors
has climbed 65% over the past 10 years while
overall producer prices rose just 11.2%.

The other risk is that the textboQk oligop­
oly, with its profits dependent on hard­
backed textbooks and its Web sites prima­
rily intended to help sell books rather than
replace them, will stifle innovation. "The
odds that somebody will come up with a suc­
cesslul innovation go up with the number of
people who are trying new things," says
Paul Romer, aStanford business-school pro­
fessor. His new company-Aplia Inc. of San
Carlos, Calif.-offers online teaching tools
that aren't tied to any particular textbook.
And the fewer tbe players, lbe lower the like­
lihood that a ground-breaking innovation
will be perfected and rolled out quickly.

DSL, or digital subscriber line, the high­
speech Internet pathway that relies on nor­
mal telephone lines, was developed by a
Bell engineer in 1989. It languished for al·
most adecade because the Bells didn't want
to cannibalize another, more lucrative high­
speed Internet service for businesses. The
Bells began deploying DSL broadly only af­
ter upstarts like Covad Communications
Co., a Bell rival founded In 1996, quickly
proved there was a consumer market for it.

With money flowing in from eager inves- .
tors, upstarts rolled out new technologies
and business models that the Bells hud been
unwilling or unable to devise. Some new­
comers used high-capacity fiber-optic ca·
bles instead of old copper phone lines. Olh·
ers allowed Internet service providers to in­
stall equipment at telephone switching cen·
tel's. But when the capital markets all but

. stopped lunding the Bell rivals two years
ago, many innovators disappeared.

Recruiting TUl'llluil
The pressure to consolidate is evident in

the young online recruitment industry. For
a while, illooked as if HeadHunter.Net Inc.
would be a rare dol-com startup: profitable
and independent. Last summer, it showed
its first quarter of positive cash flow. A
month later, it agreed to be bought by Ca·
rccrBuilder Inc.. itself the product of a
merger.

The Web sites face huge marketing costs
to attract a critical mass of job seekers and
employers, says Craig Stamm, who was
chief financial officer of HeadHunter.Nct
and now has the same post with the merged
firm. With enough customers, the added
cost of a new one is nearly nil. With too few,
he says, "You slow down sales and market­
ing. Customers go away. There's even less
revenue to invest. It's a downward spiral."

In online recruitment, market leader
Monster.com was spending heavily on mar­
keting, backed by its deep-pocketed parent,
TMPWorldwide Inc. Worried about keeping
up, HeadHunter.Net decided to merge witb
CarcerBuilder, which is backed by two news­
paper chains. The Federal Trade Commis­
sion scrutinized the deal and approved it
without comment last November. TMP
Worldwide '5 agreement to buy another com·
petitor, HotJobs Inc., was scuttled, in part
because or repeated requests for inform,,-



tion from the FTC. In the end, Yahoo Inc.
bought HoUobs.

A\l this transformed a market that at the
height of the Internet bubble had more than
10 competitors, most routinely offerIng 50%
discounts to lure job postings. Today the
market is dominated by three firms, which
are more committed to holding the line on
prices. (Dow Jones &Co., publisher of this
newspaper, operates arecruitment Web site
for executives and professionals.)

In other industries the growing strength
and size of customers is prompting suppli·
ers to get bigger, too. In eastern Massachu·
setts, three big organizations came to con­
trol 7570 of the insurance market, which
gave them substantial bargaining power
with local hospitals. If ahospital wouldn'tof·
fer one health maintenance organization
deep discounts, the HMO could easily divert
patients to other hospitals that would.

Then the hospitals started to join forces
through mergers. The most significant was
the December 1993 merger of two of the
most prestigious, Massachusetts General
Hospital and Brigham&Women's-acombi·
nation that created Partners HealthCare
SystemInc. "In orderto increase your lever·
age in acompetitive environment. you need
to increase your size," says Richard Aver­
buch, a spokesman for the Massachusetts
Hospital Association. In 1993, metropohtan
Boston had 34 separate hospital networks.
Today it has 12-and life for patients is al-
ready changing. .

In the fa\l of 2000, nearly 200,000 of the
900,000' members of one big HMO, Tufts
HealthPlan, got letters announcing that they
would no longer be able to use hospitals or
physicians affiliated with Partners. The rea­
son: Tufts wouldn·t accept the fee increases
Partners wanted. The uproar was enormous.
Without Partners, says James Roosevelt Jr.,
Tufts general counsel, so many HMO memo
bers and their employers "would drop us that
we wouldn't have a health network any·
more." Even people who never used Part­
ners' doctors wanted the option of going to
the top teaching hospitals in town in case of a
serious illness. "They would switch their
health plan even though that wasn't where
they norma\ly went for their medical care:'
Tufts went back to Partners, and agreed to a
fee increase of 30% over three years.

Shifting Power
"The bargaining power in the system

has, in fact, shifted back to the providers, in·
disputably," says John E. McDonough, a
health-policy professor at Brandeis Univer­
sity and a former Democratic state legisla­
tor. Last month, hospitals say, the Massa­
chusetts attorney generalopened an investi·
gation into a\legations of anticompetitive ac­
tivities by the hospitals in connection with
physician referral practices. The attorney
general's office will neither confirm nor
deny the existence of an investigation.

Earlier waves of concentration provoked
a government reaction. And since Enron
Corp. 's implosion, pUblic hostility to bigbusi­
ness has grown. The Bush administration's
top antitrust officials insist they intend to be
as aggressive as their Clinton predecessors.

Those expecting easier treatment from
the Bush FTC appointees wiil be "disap·

pointed." FTC Chairman TimotllV Muris
told an American Bar Associatioi, forum
last summer. Mr. James, the Justice anti·
trust chief, said much the same at the event.

Indeed, not every merger sails through
the Bush administration. But there's no
doubt about the change in tone.

The new Economic Report of the Presi·
dent declares that there is "little evidence"
the mergers of the 1980s and 1990s "harmed
competition." At the FCC, Chairman
~lichael Powell says he is largely uncon·
cerned about preventing concentration in
anyone industry as long as cable, old·style
telephone, wireless and satellite are all com·
peting to serve consumers.

Such comments arc sparking predictions
that the Powell FCC will approve Comcast
Corp. 's proposed acquisition ofAT&T Corp. 's
cable arm, which would leave three compa­
nies In control of 65% of the cable business.
There's also speCUlation that the FCC might
allow a Be\l company to buy a long-distance
giant like Worldcom Inc. or Sprint Corp.. a

combination that would have been unthink.
able even two years ago. Lastweek's appeals.
court decision struck down FCC rules bar·
ring cable-TV operators from owning broad.
cast stations in the same market and forces
the FCC to reconsider old rules preventing
broadcast networks from owning local affili.
ates that reach more than 35% of the nation.

In the Microsoft case, the most cele.
brated antitrust action in decades, the Bush
administration is Widely regarded to be
softer than its Clinton predecessors. After a
seven-judge federal appeals court upheld
the lindingthat Microsoft Corp. useails mo.
nopoly power to protect its Windows prod.
uct, Mr. James agreed to a settlement that
has been criticized as too soft and riddled
with loopholes to restore competition.

"To say that itsets a tone for how this ad­
ministration will be perceived is an under.
statement," says Robert Lande, a critic of
Microsoft and an antitrust specialistal Uni­
versity of Baltimore law school. Even Einer
Elhauge, a Harvard law professor and sup.
porter of the Bush administration's anti­
trust approach, has criticized the settle.
ment, now being reviewed by a federal
Judge, "The proposed settlement leaves Mi.
crosoft free to harm competition at the cost
of technological progress in precisely the
way It was found to have done so in the
past." Mr. Elhauge says.

For much of the 1990s, ebullient stock
and bond markets offered a vigorous coun­
tervailmg force to the oligopolistic tenden­
cies of American business by financing
scores of aggressive upstarts. Indeed. Con­
gress was counting on capital flowing into
new ventures when it deregulated the tele.
communications industry in 1996. Lawmak.
ers enVisioned a worid in which nimble up.
starts, known as "competitive local ex.
change carriers," would challenge the behe.
moths controlling local phone markets.

Investor5 poured tens of billions ct· dol·
lars into CLECs, wagering that these .ivals
to the Bell companies would eventually take
as much as 50% of the 5112 billion market.
XO Communications Inc. raised moretttan
5258 million in a 19971PO, and saw its sli~res
rise 34% above their offering price 00: the
lirst day of trading. ICG commun~ca:,ti~ns
Inc. of Denver raised more than 52.0 Olillon
from investors like Hicks Muse and Liii~ty
Media Corp.. AT&T's media·investinent
arm and then had a hugely successful )PO.

I~ just two years, 1998 and 1999:more
than 550 billion in high·yield telecom b<1nds
were issued, according to Thomson Fin.n·
cial Securities Data. Private equity inves­
tors like Hicks, Muse, Tatc &Furst, Kohl·
bergKravisRoberts&Co. andBain&Co:in­
vested 510.3 billion in stakes in telecommu·
nications companies.

By 2000, however, investors had begun to
sour on the upstarts, Which showe~ :tew
signs of turning profits anytime soon. Com·
panies that survived are still trying to ~dlust
to the change. "It's really unprecedented.
We've gone from full spigot to a SituatIOn
where every capital source has shut dOI,nat
the same time," says Randall Curran,chlef
executive of leG Communcations. v.:hich
filed for bankruptcy protection in Kovember
of 2000. XO now trades at five cents a share.

Consumer groups and many of t.he ,up­
starts blame the Bells for the CLECs woes.
They accuse the giants of tryingto thw,art
competition by charging unfairly h~gh
prices for access to their phone hnes. ~1?-lch
they're required to share with competrtors,
or intentionally prOViding poor semce to
the upstarts' customers. The Bells say the
companies expanded too fast and failed to
develop a sustainable business rr:odel>.

At the end of2000, there were 330CLECs
cl1allen~in~ the Bells. A year la:or, there
were l~O left. ... '
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STATE DF MARKET

After a wave of Pentagon·
encouraged consolidation, there are
five indUStry titans: Northrop
Grumman, Lockheed Martin, Boeing,
Raytheon and Generai Dynamics.

If Micron Technology succeeds in
buying the DRAM operations of
South Korea's Hynix semiconductor,
the four largest companies would
control B3% of the giobai market,
compared with 46% in 1995.

if Comcast-AT&T broadband deai
goes through, three companies will
control 65%.

Three companies control 61.5%:
Pearson (26.7%), Thomson (21.8%).
McGraw-Hiii (13%)

Three players control 66% of
industry revenues. Two years ago, at
least 10 players were contenders.

Viacom and Fox each reach 41 % of
homes already. A pending deal
would give NBC 30%.

Three companies have 26.2% of
U.S. sales: Pfizer (10.2%),
GlaxoSmithKline (8.8%) and Merck
(7.2%)

Five companies control 71 %: Venzon
Wireless (23%), AT&T Wireless
(14%), Sprint (10%), Cingular, the
joint venture of SSC and BellSouth
(17%) and Nextel (7%)

RECENT DEALS

Northrop last week bid $5.9 billion for
TRW, soon after buying Newport
News Shipbuilding.

In December Micron agreed to buy
U.S. DRAM operations of NO.6
Toshiba. Also, NO.7 Hitachi and No.
5 NEC last year agreed to merge
memory-chip operations_

Pending acquisition of AT&T's cabie
arm by Comcast.

Thomson's $2.06 billion acquisition
last year of several Harcourt business
lines, including its college titles.

Yahoo! this year bought HoUobs,com,
and CareerBuilder, whose major
shareholders are Tribune and Knight
Ridder, last year acquired
HeadHunter.Net.

Viacom this year agreed to buy KCAL­
TV, last independent station in Los
Angeles, for $650 million, General
Eiectric bought Spanish-language
Telemundo network and KVEA station
in same market last year,

In 2000, Gla:-.o Wellcome and
SmithKline Beecham agreed to merge
and Pfizer acquired Warner-Lambert.

Deutsche Telekom bought ,
VoiceStream Wireless last year for
$26 billion.

OUTLOOK

Pentagon likely to oppose furth~r._

consoiidation among the biggest"··
players, but giants may snap up.:
smaller firms. Possible targets: ~3
Communications, United Defense~

Consolidation fueled by excess
capacity and price slump. Reviving
demand and mergers help prices
rebound. Some smali players Ijkely
to be squeezed out as four giants
dominate. ','

More deals likely as companies: try
to compete with Comcast-AT&T:
Court decision striking down rUI~S
limiting cable companies' scale­
makes deals easier.

Several smaller players could get
snatched up by one of the big
three, but the biggest remaining·
player. Houghton Mifflin, has 5.f!.a;:o.

No more consolidation likely allJpng
three top players. Several major; .
employers, seeking to broaden 't~eir

options, recently formed a ':~ .:
cooperative site.

Appeals-court decision last week"
ordering regulators to rethink t. - •

ownership cap will spark more deals.
Likely targets: Belo and Scripps'··· ..
Howard. .'.

Plenty of room for consolidation- ..
remains, but some companies fil"ld
bigger isn't better as sales growth
after deals remains poqr. .. ...

Deals likely as major players take :
. advantage of FCC decision last year

increasing amount of spectrum any
company can own. Major carriers
likely to snap up smaller ones.,su~h

as Nextel and Northcoast. , "

Sources: Simba Information; Legg Mason; Ad Media Partners; lMS Health; Gartner Da:aquo;!s!: Forrester Research; WSJ researCh
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107m CO:\GRESS H R 15421ST SESS]():\ • •
To (leregl1late the Internet and high speed data sel"\'1l'Ps. and for othl'r

purposes.

IN THE HOUSE OI" ngpHESENTATInJS

ApHIL 24, 2001

}If. TAI'ZI" (for him"')f, }Ir. DI"(;EI,L, }II'. GOODLATTE, }Ir. BOI'CIIIm, }II'.

E:-\{;LISH, :Jlr. FHO~T, Mr. H:\IITII of \YaslJington . .:\11'. L1'c.\8 of KPll­
tuck,', }Ir. WHITFIELD, }Ir. }II'HTIU, }II'. COLLI"B, }If. BLA(;O,!E\']('II,

}Ir. FOSSELI"', }Ir, DICKS, }Ir. GILL'IOH. }II'. BARTO" of T"x"s, }II'.

KED, }Ir. (JHEE"\\'OOD, }II'. }IEEKS of :\ew York, }Ir. CA'lp, }II'.

B.\LIHC('I, }II'. HAIL\LL, }iI'. HOLDE", }h's. }[('CAHTIIY of :\"w York,

}II'. BRADY of P"nnsyl""Ili", }II'. SI"II'SO", :lh'. BOYD, }Irs. ?'\OHTIIlT,

}If. E"(;EL, }II'. SA"DLI", }Ir. En:RETT, }If. BOEII"EH, }Ir. HEY­

:'\OLDS. :JIr. "'ELJ)OX of PPllllsyl\'ClI1ia . .:\11'. HESSIOXS. :\11'. BOXIOH, :\11'.
}L\Lo"EY of ('OIlIll·('t;eIl!. }II'. BI'YER. }II'. ('1'''''1''011.'"1. }iJ-. }!<'CHEHY,

}II'. BISIIOI', }II'. LA"IPSO", }Ir. YITTER. }h,. BABS, }II', Al'KEInLI", }II',

BU'''T, }II'. }!<'HnHI, }II'. HYA" of \Yisl'onsin, }Ir, (~n"", }Ir. BAl',I,

}iJ-. GO"Z.'LEZ, }II'. BAKEH, }Ir, WALSII, }II'. (JHEE" of Tex"s. }II'.

WEXLEH, }II'. OXLEY, }II'. RUU"O\"lCII, :III', DLIZ-Ru,AHT, }II'.

COOKSEY, :JII'. CLE:\IE:'\T, :\11'. LARSEX of \Yashin!-.>iol1, JIr. SCI-IHO('K,

}Ir. PETRI, }II'. WATK1"S, }Is, J{OS-LEIITI"E", :III'. HILLLIHIl, }iJ-.

OTTEH. }II', SIL'IlE(;(;, }II'. BHY,'''T, }h,. PLxrTs, :III', PI'T"A"I, }II',

CL\DII~BS. :\Ir. HODHIGl'EJ::, :\Ir. ('oxDn. JIr. HI'HH of Xorth Carolina.
and :Jlr. "'Yxx) introdlH'pd the following hiIl: whit'li was referred to t!Ip
Cllmmittl'p on EIH'l'h".'T <lIHl C()llIIllPJ"{'P

A BILL
To dl'l'!'gnlatl' thl' Int!'l'lll't and high ~pl'l'd data SCI'VIe!'S,

and fol' othl'1' pnl'po~('~,



2

I Be it enacted by the Senate and HOllse (if' Representa­

2 fives (if' flIP United States ofAnlPriCII in Conyress asselllbled,

3 SECTION 1. SHORT TITLE.

4 Thi~ Aet may be eited as the "Intemet Freedom and

5 Broadbane] Deployment Art of 200] ",

6 SEC. 2, FINDINGS AND PURPOSE.

7 (a) l<'I:\DI:\GS,-CongTes~ finds the following:

8 (l) Intemet aceess serviees are inherentl~' inter-

9 ~tate and intemational in nature, ane! should thel'e-

10 fore not be subjeet to regulation by the States,

I! (2) The imposition of regulations by the Fed-

12 eral Communieations Commis~ion and the :State~

13 has impeded the rapid deliYl'I':" of high s!wed Intpr-

14 net aecess seniees to the public, thereb~" Iw!ncing'

15 consumer choice and welfare,

16 (:~) The Tclecomnlllnications Art of HJ96 rep-

17 resented a careful balance between the need to opell

18 up loeal telecomnlllnieatiolls markets to competition

19 and tIll' need to ilwl'l'asp eompetition in tbe provision

20 of interI..I.ATA VOi{'I' tele<,ommunications sel'\"icl'S,

21 (4) In l'lHleting thl' prohibition on Bell oper-

22 ating' company provi~ion of interLA'l'A sl'l'\"iees,

23 CongTl~ss recog'nized that ('eltain tell'{'Omnlllnications

24 sPl'\"ices ha\"e ('hanlcteristics that rPIHll'r th('m in-

25 compatible with thl' prohibition on Bell operating'

·HR 1542 1H
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I eompany prOY1SlOn of intl'rLATA Sl'l'\lel'S, and l'X-

2 empterl such selyices from the intl'rIjATA prohibi-

3 tion.

4 (5) High speed data SelYICl'S and Intl'rnet ae-

5 el'SS sel'\iees constitute unique markets that arl' likL--

6 wise ineompatibll' with the prohibition on Bl'11 opl'r-

7 ating- l'ompa ny prO\ision of intl'rLATA seniel's.

8 (0) Sinee the enaetnll'nt of the Teleeommuni-

9 eations Aet of 1990, Hll' I<'ederal Communications

10 Commission has eonstrued the prohibition on Bell

I I operating- eompan~' prO\ision of interLATA Sl'I'\"]('es

12 in a manner that has impeded the deYelopment of

13 adYalll'ed telecommunications seryices, therl'b~' lim-

14 iting eonsunll'r choice and wl'lfare.

15 (7) Internl't users should haw ehoiel' among·

16 eompl'ting Internet seniee prO\iders.

17 (H) Internet sel'\'iee proyiders should hay!' the

18 right to intl'reomll'et with high spl'l'd data networks

19 in ordl'r to prmidl' senicl' to Intl'rnet us!'rs.

20 (b) Pn{I'OSEs.-It is therefore tIll' purposl' of this

21 Aet to pro\ide market ineentiyes for the rapid deliYery of

22 adyanced teleeommunications sel'\iees-

23 (1) by deregulating- hig·h speed data Sl'rYll'es

24 and Internet acel'SS selyiel-s;
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I (2) b? e1arifyin[.!.' that the prohibition (TIl Bell op-

2 erating eompany provision of interLATA SelTi('es

3 does not extend to the provision of high speed data

4 sen1ees and Intel'llet aecess sen1ees;

5 (3) b~' ensnring' that consumers can ehoost'

6 among eompeting Intel'llet service pr()\'iders; and

7 (4) b~' ensuring that Intel'l1et sen1('e providers

8 ean intereonneet with eompetitive high speed data

9 networks in order to prm1de InteJ'l1et aeeess selTiee

10 to the publie,

IJ SEC, 3, DEFINITIONS

12 (a) A:llEXmmXTs,-Seetion :3 of the Comlnnlliea-

13 tions Ad of 19:34 (47 U,S,C, 15:3) is amelHled-

14 (l) by redesignating paragT<lph (20) as para-

15 graph (21);

16 (2) b? redesignating paragraphs (21) through

17 (52) as paragraphs (24) through (54), resp('etiwly;

18 (:3) by inserting after paragraph (H)) the fol-

19 lowing' new parag'l'aph:

20 "(20) IImn sPEED DXfA SEH\'WE,-'1'Ill' tel'm

21 'high speed data sen'iee' means any seITie(' that ('011-

22 sists of or ineludes the offering of a eapability to

23 transmit, using a paeket-switehed or SIH'('essor teeh-

24 nolog~', information at a l'ate that is gelll'nilly not
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I less than ;3R4 kilobits \wr second m at least one di-

2 reetion.";

3 (4) b~' inserting' after paragraph (22) the fol-

4 lowing new paragraphs:

5 "(2:3) I:\TEH'\ET,-The term 'Internet' means

6 collectivel~' the m~Tiad of computer and tl'!e-

7 commllllications facilities, ineluding' equipment and

8 operating softwa re, which compnse the inter-

9 conneeted world-wide network of networks that em-

IO ploy the Transmission Control ProtocoVInternet

I I Protocol, or any predecessor or successor protocols

12 to snch protol'ol, to communicate information of all

13 kinds by wire or radio,

14 "(24) I'\TEH'\rJT A{'O;SS SI,H\'1{'E.-Th(· t('rm

15 'Internl't access selTice' means (A) a S('ITice that

16 combines computer processing, information stOl'ag'e,

17 protocol conversion, and routing with transmission

18 to enable usel's to access Internet cont('nt and serv- ,

19 H,es, and (B) the transmission of such senice, but

20 does not inelnde tIl(' portion of such transmission

2I from thl' user to the provider of such senice.".

22 (b) CO,\FOlUII,\{; A:lIE'\InIE'\TS.-

23 (1) S('ction 2;30(f) of the Conllllllnications Act

24 of Hl;j4 (47 U.S.C. 2:30(f)) is <lIuended-

25 (A) by striking panlgnlph (I); and
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1 (B) by rl'desigmlting paragraphs (2)

2 through (4) as paragraphs (1) through (:3), rl'-

3 spectiVl'ly.

4 (2) Sl'dion 22:3(h)(2) of such Ad (47 U.S.C.

5 22:3(h)(2)) is anll'ndl'd by striking "2:30(f)(2)" aud

6 inserting' "2:30(f)(l)".

7 SEC. 4. LIMITATION ON AUTHORITY TO REGULATE HIGH

8 SPEED DATA SERVICES.

9 (a) 1:\ UE:\ERAL.-Part 1 of titlP II of thl' Conllllll-

10 nications Aet of 19:34 (47 U.S.C. 201 et Sl'q.) is amendl'd

11 by adding at the l'llll thl' following new seetion:

12 "SEC. 232. PROVISION OF HIGH SPEED DATA SERVICES.

13 "(a) l<'REEDOM FRmI RElll'L\TIO:\.-Exeept to thl'

14 l'xtent that high spl'ed data sl'ITiel' and Intl'I'Ill't aeeess

15 sen'icl' m'l' l'xprl'ssly rl'fel'red to in this Aet, neither thl'

16 Commission, nor an~' State, shall have authority to I'egu­

17 late the rates, eharges, terms, or eonditions for, or entry

18 into the pr0\1sion of, any high spel~d data Sl'n1ee OJ' Inter­

19 net aeeess Sen1l'e, or to rl'glllate the facilities used in the

20 pr0\1sion of l'ither such Sen1Cl',

21 "(b) SA\'I:\(lS Pno\'IsIo:\.-Nothing 1Il this sl'etion

22 shall bl' l'ollstrued to limit or affl'l't thl' authority of any

23 Statl' to regulatl' voiel' telephoIl(' l'xehang'l' Sen1l'eS, nor

24 affeet the rights of l'able franl·hise authol'itil's to establish

25 requil'l'llleIlts that al'l' othelwisl' l,ollsistellt with this Aet.
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1 "(e) ('OXTI?\TED EXFOHl'E~IEXT OF ESP EXK\II'­

2 TWX. UX!YER:';AL SEEY1CE Rl'LE:'; PERmTTED.-Noth­

3 ino' in this seetion shall affeet the ability of the Commis-
~ .

4 sion to J'etain 01' modit)'-

5 "( 1) the exemption from intl'J'state fl('C'l'SS

6 eharg'es for l'nhaneed seniee prmiders unde]' Pmt

7 ti9 of the Commission's Rules; oj'

8 "(2) rules issued pursuant to seetion 254.".

9 (b) COKFOmnXG A~IEXmIEXT,-Seetion 251 of thl'

10 Con1l1uIllieations Aet of 19:34 (47 U.S.C. 251) is amended

11 by adding at thl' end thereof the foll<J\ying' new subseetion:

12 "(j) EA"E~IPTIOX,-

13 ,. (1) Ix GEXERAL,-Notwithstanding' the prOYl-

14 sions of subseetions (e) and (d), the Commission

15 shall not reljUlre an ilwumbent loeal exehang'e ear-

16 riel' to-

17 "(A) proyidl' unlmndled aeeess to any net-

18 work elements used in thl' proyision of any high

19 speed dllta sl'niel', other than those lll'twork

20 l'!L'nwnts deseribed ill seetion 51.:319 of tIll'

21 Commission's regulations (47 C.I<'.R G1.:3 HJ),

22 as in effl'et 011 ,January 1,1999; 01'

23 "(B) offl'r for resale at wholesale rates any

24 bigh spel'd data Se!'Yiel'.
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I "(2) ArTHORITY TO BEDTTE ELE~mXT':; ,:;n~-

2 .JEeT TO REQl·IRE~mXT.-Paragraph (1)(A) shall

3 not prohibit the Commission from modi~lng the reg·-

4 ]dation referred to in that paragnlph to rednee the

5 number of network elements snbjeet to the

6 unbundling requirement, or to forbear from enfore-

7 ing· any portion of that ]'eglllation in aeeonlanee \vith

8 the Commission's authorit~· under seetion 70(j of thl'

9 Teleeommunieations Aet of 1!J96, notwithstandiug

10 an~' limitation on that authority in seetion 10 of this

II Aet.".

12 SEC. 5. INTERNET CONSUMERS FREEDOM OF CHOICE.

13 Part I of title II of the Connnunieations Aet of 19:H,

14 as anwnded by seetion 4, is allll'ndl'd b~' adding <It the

15 end thl' following new sl'etion:

16 "SEC. 233. INTERNET CONSUMERS FREEDOM OF CHOICE.

17 "(a) Pl'RPOi,m.-1t is thl' p\ll']lose of this seetion to

18 l'nsnre that Internet nser's haw fl'l'edom of ehoiel' of Inter­

19 nl't sl'l'\lee In·oyidcr.

20 "(b) OBLJ(L\TIOXS (W b:CDIBEXT LOCAL Ex­

21 ('IL\XOE CABHIEHs.-Eaeh inenmbl'nt loeal l'xehangl' ear­

22 ril'r has the duty to prmide-

23 "(1) Intl'rrll't USl'rs with the ability to subseribe

24 to and haye aeel'SS to any Intemet sl'rviee providl'r
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1 that interconnects with such carrier's high spel'cl

2 data selyice;

3 "(2) an~' Intel'llet ser\1ce prmicler with the

4 right to acquire the facilities and selyices necessm'y

5 to interconnect with such carrier's high spl'ed data

6 sen1ce for the prmision of Internet access sel'Ywe;

7 and

8 "(:3) any Intel'l1et senice prmider with the aLJil-

9 ity to collocate equipment in accon!ance "'ith the

10 prmisions of section 251, to the extent necessary to

11 achieve the ohjectives of paragraphs (1) and (2) of

12 this subsection.

13 "(c) DEI<'I:\'ITIO:\'S.-As nsed in this section-

14 "(1) I:\TERl\ET SERY1CE PHo\'IDICH.-The krm

15 'Internet senice prm'ider' mcans any p]'()\,ider of

16 Internet access service.

17 "(2) I:\CDIBE:\'T LOCAL EXCIIA:\'m~ CAI{-

18 RIICH.-'l'he term 'incumbent local exclwnge carrier'

19 has the same meaning' as prmided ill scetion

20 251(h).".

·RR 1542 1H
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1 SEC. 6. INCIDENTAL INTERLATA PROVISION. OF HIGH

SPEED DATA AND INTERNET ACCESS SERVo2

3

4 (a)

ICES.

IxclDEXTAL IXTERLATA SEI{\'j( 'E

5 PHE~IITTE]).-Section 271 (g-) of the COl1ll1lunieations Aet

6 of 19:34 (47 U.S.C. 271(g» is al1lended-

7

8

9

10

11

12

13

14

15

(l) by striking' "or" at the end of paragnlph

(;) );

(2) h~' striking the period at the end of panl-

graph (6) and inserting "; or"; and

Ul) by addiug' at the end thereof tIll' follmying'

new paragraph:

"(7) of high spl'ed data Sel'\lee or Intel'llet ae-

(h) PIWIIIBITIOX ox }\lARKETIXlJ VOICE SgBY-

16 WES.-Seetion 271 of sueh Aet is amended hy adding' at

17 the end thereof the following' new suhseetion:

18 "(k) PBOJJIBITIOX ox l\IAIUmTIxu VOWg TgLI:;­

19 I'IIOXE SgBYWgs.-Until the date on which a Bell oper-

20 ating company is authorized to offer intedu\TA ser"il'es

21 originating' in an in-region Statl' in lWl'ordanel' with the

22 pl'()"isions of this seetion, sudl Bell operating eompany of­

23 fering any high speed data sel'\'iee or Intl'met al'eess sel"\'-

24 il'l' pursuant to the pr'oyisions of paragraph (7) of suh,

25 seetion (g) may not, in slwh in-reg'ion State market, hill,
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- 1 obtained by means of the high speed data seniee 01' Inter­

2 net aeeess sl'niee pl'midl'd by sHeh eompany.".

3 (e) CO"POR:lII"G A:IIE"mlE"Ts.-

4 (1) Seetion 272(a)(2)(B)(i) of sHeh Aet IS

5 amended to read as follows:

6 "(i) ineidental jnterL.i\TA seniees de-

7 scribed in paragraphs (1), (2), Ulj, Ui),

8 (6), and (7) of seetion 271(g).".

9 (2) Seetion 272(a)(2)((,) of sHeh Aet IS !'l'-

10 pealed.

o
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Executive Summary

A revitalized tdecem sector is critical to the health and vigor of the U.S. economy. The poor

performance of the sector for the past two years has been an important component in the

current recession just as the boom in tdecom and information technology more broadly was

a substantial contributor to the preceding period of strong economic growth.

The disappointing growth of broadband may be one factor holding up the rerum to .health

of the tdecem sector. As long as most consumers continue to connect to the Internet via

low bandwidth dial-up connections, much of the perceived promise of the Internet remains

umealized. This in turn dampens demand and reduces incentives to invest in next-generation

communication services, Web-based content and applications, and the equipment needed to

deliver and take advantage of these. The entire high-tech sector is suffering as a result.

Support is growing for a broadband policy that would promote both expanded investment in

broadband infrastructure and wider penetration of broadband access services. As of

September 2001, 11 percent of the U.S. population-20 percent of those with Internet

This study was supported by AT&T.



access at home- subscribed to broadband access services.! While these penetration statistics

reflect impressive growth, they are still far below availability of broadband services. In this

paper, we concentrate on the issue of efficient policy for managing the traditional phone

companies, the Bells. Despite hopes that the success of the introduction of competition to

long distance could be duplicated in local telecom markets, the Bells remain dominant in

their local markets. Nonetheless, proposals to relax regulatoty constraints on the Bells are

under consideration. Proponents of this approach argue that the nondiscrimination and

unbundling provisions associated with the Telecom fut of 1996 are deterring investment in

broadband infrastructure and harming prospects for the expansion of broadband. Of special

note, Congress and policy-makers are once again considering passage of the Tauzin-Dingell

bill which would effectively eviscerate the pro-competitive framework adopted by the fut.'

This paper explains how the policy regime established by the Telecom fut could promote

competition and efficient growth of broadband and why competition will spur greater

investment in telecom infrastructure and complementary assets. In particular, we explain the

benefits of the provisions of the fut that promote competition by opening the monopoly

facilities of the Bells to use by their rivals. Relaxing the pro-competitive interconnection

requirements on the Bells in the current environment would harm the prospects for

competition up and down the communication services value chain, and, thus, would

discourage investment in broadband infrastructure. Furthermore, relaxing interconnection

regulations on the Bells at this time will increase the likelihood of their remonopolization of

telecommunications and result in more stringent, costly, and intrusive regulation in the

future.

Granting the Bells reduced regulation for broadband services would be a major shift in

regulatory policy that would accomplish exactly the opposite of its intended effect: it would

increase overall regulation, it would decrease investment, and it would reduce prospects for

competition. In all these respects, it would harm consumers. Absent adequate regulatory

1 See A A'oltoll Oll-Lill/,: HoP/ AmmiulI.f tln' E\pdlldi/fJ: Their ['sf' o/tb Inlmlt'/' "National Teleconununications and
Information Administration, Washington, DC, February 2002.

2 For a detailed explanation of why Tauzin-Dingell would be harmful for competition, see Jim Glassman and
William Lehr, "The Economics of the Tauzin-Dingell Bill: Theory and Evidence," white paper, June 2001
(available at http: / "www. tcchCcntnll ~t;l tiOll.Cf Jm i).
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safeguards to assure competition in the Bells' last-mile circuits, consumers would suffer

reduced choice, higher prices, and lower quality for broadband services.

I. Introduction

Information technology led the economic boom of the 1990s. Robust competition prevails

in most segments of the information technology value chain. Competition has stimulated

innovation, investment, and productivity improvements. From chips to software to

applications, from equipment for service providers to ro for consumers, there is robust

competition. Telecom is the circulatory system of the modern IT-based economy. Many

telecommunication services are actively competitive- from long distance to cellular to wide

area data services. But the on-ramps to the information highway remain in the hands of

monopolists. The last mile of the telecom network lacks the competition that has invigorated

the rest of the network The last mile remains in the hands of the traditional phone

companies, the Bells.

Bell control of the last mile means that continuing regulation is essential. Because

homeowners and small businesses rarely have ways to gain access to the telecom network

apart from the Bells'last-mile connections, the Bells could extract the full monopolyvalue of

that network if they were not regulated. As competitive service providers add value to

telecom products, the Bells would absorb that value through higher prices for the last mile,

and consumers would be denied the benefits of the added value.

The Bells are sluggish organizations that have failed to promote the use of their existing

wires for broadband. Though the Bells' circuits are in many cases the technically superior

way to bring broadband to the home, cable television suppliers have leaped ahead of the

Bells in the broadband business. But broadband in general has not reached many homes.

Most consumers still connect to the Internet over low-bandwidth dial-up connections that

limit their ability to take advantage of many existing and potential uses of the Internet.

Further, the Bells presumably would resist Internet-based videophone or even Internet­

based standard phone service because it cannibalizes their existing products. Indeed, they

have been slow to deploy DSL because of its affect on their ability to sell second lines and

alternative high-priced, high-speed services such as Tls to business customers.

3
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The chicken-and-egg effect has inhibited the development of broadband. Because the Bells

have not promoted broadband connections effectively nor pennitted others to promote

connections over Bell wires, there are relatively few customers for broadband products. With

few potential customers, developers and sellers of products have held back. Movie

downloads are just beginning to appear. The recent proliferation of DVDs at $9.99 retail

makes it clear how large this market could be- the price for the same movie as a download

could be $5 and generate as much profit for the movie owners. In videophone, the chicken­

and-egg problem is particularly severe- nobody wants to buy the service until many others

have it.

Broadband services are available to over 75 percent' of the u.s. population (see Exhibit 1),

yet broadband penetration in the u.s. falls far behind the leader, Korea.

Existing wires to homes are only a transitional solution to providing widespread broadband

service. Ultimately each home will desire more bandwidth that requires new technology

based on a hybrid of fiber optics and existing wires. The technology to do this exists, but

providing it more broadly will require substantial new investment. To go much beyond the

current generation of 1 Mbps broadband services, service providers will have to install

substantial additional fiber optic capacity and advanced electronics in local access networks.

Planning for the future requires close attention to the role of competition. It appears likely to

be inefficient for competing suppliers to entirely duplicate fiber last-mile networks. If each

home should have only one all-fiber broadband circuit, then suppliers of other services, such

as local and long-distance transport and Internet services and products, should compete to

use the single pipe to the home. Even in the local network, regardless of the last-mile fiber

economics, competition is the right model for local switches, backhaul facilities, and

additional equipment such as web servers, DSLAMs, or other equipment specifically

intended to support broadband services. And it goes without saying that competition should

3 As of June 2001, 76% of the population lived in zip codes that were served by at least one broadband service
provider (see page 4, H{~b-Sped.fm"ct'.ftr f"ltmd A"eff dS oj/Nne' JO- 2001, Industrial Analysis Division, Federal
Communications Corrunission, February 2002). Because of local infrastructure quality issues and because of the
distance that some households are from the broadband serving office, this estimate likely overstates actual
availability.
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Exhibit 1: Supply Exceeds Demand
(Yankee Group)
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remain where it is flourishing already, in medium and long-distance transport and in Internet

services and products.

The Telecom Act of 1996 established a regime to hamess competition wherever it is efficient

in the telecom network. The Act recognized the importance in that regime of the monopoly

last-mile wires of the Bells and required the Bells to make those wires available to their rivals.

Experience since the passage of the Telecom Act shows that there can be no doubt that the

Bells' rivals are willing to invest in local facilities. Consider AT&T: since 1999, the company

has invested over $4.5 billion in creating the infrastructure to provide local services. This

investment has helped build newfacilities that include 118 local switches, 80 collocation sites

that have been upgraded with DSLAMs and new electronics to make them DSL-ready, and

17 thousand route miles of new fiber supporting 6,657 SONET rings.' Moreover, since

1996, new carriers other than the Bells and established long-distance carriers invested $56

billion in creating local infrastructure.' During this same period, the Bells also invested

heavily. Their cumulative investment was $100 billion which was 22 percent higher than

their investment during the four )"ars preceding passage of the Act;' or, industry investment

was 90 percent higher than during the preceding period' These figures provide compelling

evidence that the unbundling provisions of the Telecom Act encouraged substantial new

investment in local infrastructure by both new carriers U'ndthe Bells.

The Telecom Act did not promise competition in the last mile. Rather, its regime involves

competition where efficient and intelligent use of the Bells' last-mile monopoly wires at

regulated rates otherwise. Duplication of local wires does not make sense when it would be

uneconomic. The Bell infrastructure is immense, cumulating to $333 billion of historical

4 From AT&T internal sources.

5 Gunulative aEC investment from 1997 through 2000 was $55.9 billion, as reponed in TiN- ,f/olt' qfLocal
CM/jJdiIi0l1200f, Association for Local Telecommunication Services (ALTS), February 200t.

, The Bells invested $82 billion from 1992-1995 and $100 billion from 1997-2000. BOC data for 1992-1999 is
from Figure 10 in TelecoQ//NHnicatioJJJ @ lot' ,lit/1m/lim, Federal Communications Commission, February 8, 2000;
data for 2000 is from Table 2.7 in ,f/dlislla of COPI/N/l/1/cd/ioJJJ eM/mOil C/lnt-rf 2000/2001, Federal
Communications Commission, September 1, 2001.

7 QEC investment was negligible before 1997 so rotal industry investment in local infrastructure was
approximately $82 billion (see note 6) from 1992-1995. From 1997-2000, (lEe investment was $56 billion
(see note 5) and BOC investment was $100 billion (see note 6). Therefore, total investment increased 90%
H56/82 - 1).
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investment at the end of 2000.' TIlls legacy investment should not be duplicated- rather,

technically more advanced circuits should replace it over time. These circuits will ahnost

certainly be monopolies too. Only in quite dense and high demand locales does it make

sense for a competitor to invest in duplicate last-mile circuits.

For the foreseeable future- well into the era when homes will have new advanced

connections to the broadband network- policywill need to payclose artention to the role of

the last mile. As long as the Bells retain control over most of the last mile, there will be a

continuing need to assure non-discriminatory access by other carriers to the Bells' last-mile

circuits. Assuring such access will protect competition and incentives to invest and innovate

elsewhere along the IT value chain.

Today, the Bells remain unique in owning the only ubiquitous network providing telephone

and access services in their local serving areas. These networks were constructed under

government-sanctioned monopoly franchises over the past century, and represent hundreds

of billions of dollars of investment financed by rate payers. Gerting to the next generation of

networks will require billions of dollars of additional investment. Moreover, the new

broadband infrastructure and services will not replace the current generation of narrowband

infrastructure and services overnight. The new infrastructure will be added incrementallyand

will be closely integrated with the legacy infrastructure in order to continue to provide the

voice services used by over 140 million customers today. Consumers will migrate over time,

although the pace of migration may be quite rapid in comparison to our experience with past

technology transitions such as from the telegraph to the telephone or from black and white

to color TV.

Telecom policy today is at a decision point about the future roles of the Bells. Since the

breakup of the old Bell system in 1984, the thrust of policy has been to extend the arenas

where competition rather than regulation governed the market. The introduction of

competition to long distance was a stunning success. The opening of local toll markets to

competition over the past decade was another step forward for the competitive model. The

Telecom Act was an ambitious extension of this philosophy- it hoped to bring many new

B Total BOC telecommunications plant in service at the end of 2000 was $333 billion (see Table 2.7 in .fldl/ilia

(JjCo/J//J//tlllaJlionf Common Cd;n~rs 2000/2001, Federal Communications Conunission, September 1,2001).
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competitors into the telecom business by requiring the Bells to pennit these competitors to

use the. Bells' last-mile and other facilities. Telecom policy from 1984 through the Telecom

Act sought to restrain the Bells in certain carefullyconsidered way.; to create an environment

for competition. Some observers favor the continuation of this regime, with restraints

altered as appropriate as conditions change. Others propose to eliminate the restraints so

that the Bells can become bigger players. A particular driving force of the latter view is that

the Bells would propagate broadband more energetically if freed from the restraints of

existing policy.

We believe firmly in continuation of policies that focus on stimulus to competition through

efficient restraints on the Bells. In particular, we believe that policy today should follow a

path that will lead, eventually, to a regime where most homes have advanced broadband

connections providing a wide variety of services offered by vigorously competitive sellers,

and where no regulation of the sy.;tem, even at the local level, is needed. We believe that the

removal of restraints on the Bells today would move policy away from this long-term goal.

Enlarging the roles of the Bells would require evolution toward more, rather than less,

regulation.

II. Bottleneck Facilities, Unbundling, and Investment

Six years ago, Qmgress passed the Telecom Act of 1996 to harness the power of

competition. Recognizing that the Bells' last-mile circuits could remain as monopolies, the

Act sought to assure non-discriminatoty equal access to those circuits and other local

facilities through unbundling and other network interconnection requirements. The Act

required the Bells to make their existing network infrastructure available to competitors on

terms set by regulators to offset monopoly power. Before the Act, except in specialized

circumstances, it was simply uneconomic to attempt competing with the entrenched Bells,

already in possession of ubiquitous networks that provided scale and scope economies and

positive network externalities unavailable to others. If successfully implemented, the Act

would have allowed competitors to share in those efficiencies and to bring the discipline of

competition to local markets to the fullest extent possible.

Not surprisingly, the Bells have resisted the interconnection mandates of the Act since its

passage. The Bells have sought to delay implementation of the Act at evety juncture. The
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latest attack on the Act invokes broadband investment. The Bells argue that investments

needed to deliver next-generation services will not occur unless the Bells are granted further

regulatory relief. The Bells' own investment behavior tells a rather different story. The Act's

promise of access to Bell facilities attracted an influx of rivals in local service, both

established long-distance carriers and new companies. As these rivals invested, the Bells

Jiltn.."dtheir own investments. Further, the Bells invested in DSL service and promoted it.

DSL services grew quite rapidly- as a result of investments and promotion by both the

rivals and the Bells. The investments included subsidizing DSL modems and installation, as

well as significant marketing costs. Recent disappointments in DSL are the result of the

collapse of manyof the new rivals, the subsequentlyhigher prices charged byBells once they

no longer face competition, and because of the poor quality of service offered by the Bells

which may have turned many would-be consumers away.'

The evidence supports the view that competition spurs Bell investment. Nonetheless, the

Bells are challenging the provisions of the Telecom Act that make competition possible. The

Bells argue that making their facilities available to rivals at regulated prices inhibits their

investment incentives. In panicular, they now propose that their broadband investments be

exempt from the unbundling provisions of the Act and that regulators abstain from

regulating broadband services in the future. The Bells have sought to push their agenda for

removing the pro-competitive features of the Act by their suppon for legislation such as the

Tauzin-Dingell bill, in filings before the FCC, and in appeals to the Executive Branch for an

exclusionary broadband policy.

Removing the pro-competitive provisions of the Act with respect to broadband would

dampen all carriers' incentives for investment in broadband facilities. In most locations, it is

neither profitable nor economically efficient to build new circuits to homes at this time.

Grrrent investments should be based, primarily, on effective use of existing last-mile

facilities- the Bells' loops and the cable companies' coaxial circuits. In this setting,

competitors will invest only if rivals have aCcess to the existing loops and the Bells are

restrained from extracting the full monopoly value of those loops. Absent the spur of

9 The first author has anempted to sign up for DSL in Menlo Park, Califom.i.a, in a number of ways, aU
unsuccessful Indeed, even the link on Pacific Bell's web page for residential DSL to check for availability was
not working for several months (http://w\\.w.nacbcll.com/DSJ./1 5294 OO.hrmiL
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competition, the Bells will reduce their own investment commitments to avoid cannibalizing

lucrative revenues from leased line and other data services to businesses and second lines to

consumers.

OlITent policymaking needs to consider the implications of today's decisions for the future.

If the policy regime adopted today excludes rivalry in broadband service over the Bells' last­

mile facilities, the Bells will become the single entrenched provider of broadband service

over the existing copper and hybrid fiber/copper loops; the only rivals in broadband will be

cable companies. Thus broadband will have only two sellers, and a duopolywith a Bell and a

cable provider may fail to offer vibrant competition. Either broadband customers will pay

high prices or regulation will need to be extended to broadband services. While the Bells

would undoubtedly prefer the more profitable option of remaining an unregulated

monopolist, they have ample experience operating quite successfullyunder regulation, too. If

it is necessary to reinstate monopoly regulation, it likely will be in a more complex

environment in which it will be harder to draw clear industry and service boundaries, and

hence, more difficult to regulate effectively. It is hard to imagine that consumers would

achieve anywhere close to their maximum potential from broadband.

By contrast, the framework embodied in the Act encourages investment by both new

companies aNd the Bells. We cited evidence supporting this point earlier: Bell and rival

investment both increased substantiallyfollowing passage of the Act. The Bells responded to

the increased threat of competition by accelerating their own investments to assure that the

newer plant being installed bythe rivals did not place the Bells at a competitive disadvantage.

This is a normal response to rivalry.

Mandatory access to last-mile circuits and other services, at appropriate rates, encourages

investment all along the value chain. It encourages investment both upstream and

downstream of the bottleneck because it assures all competitors that they will be able to

purchase an essential input. The value of complementary investments upstream- Internet

infrastructure and broadband content- and downstream- home networking and

equipment- of the local access bottleneck is diminished by the threat of monopoly power

over the bottleneck. It is monopoly power over the bottleneck that reduces incentives to

mvest.

9



As with many other infrastrucrure industries in which interconnection regulations are

applicable, incwnbents continue to invest as long as regulators set prices appropriately. And,

there is no preswnptive reason to believe that telecom regulators have or would set

interconnection prices that are inconsistent with continued investment. Certainly, the

experience of rate setting both before and since passage of the Telecom Act refutes the view

that regulators deny incwnbents a fair opportunity to recover their economic costs.

Moreover, the sustained high market valuations of the incwnbents since divestirure and even

through the current slwnp in the sector provide potent evidence that investors do not

believe that regulators deny incwnbents a fair return.

In the context of a network industry, interconnection regulations can also encourage

investment in the alternative facilities that can help eliminate many of the sources of the

local access bottleneck that gave rise to the regulations in the first place. The unbundling

provisions of the Telecom were intended to facilitate modular and incremental entry into

local services. Initially, new entrants had no local access facilities and so they needed

unbundled access to all of the components of the local network Unbundling rules reduced

economic entry barriers to competitive providers.

Unbundling allows entrants to mix and match leased components from the Bell with

whatever facilities the entrant has already put in place to deliver end-to-end retail services.

Without access to the complete complement of components, investments in portions of the

local access network make no sense. Additionally, building out a network takes time and

unbundled access provides the entrant with the means of offering retail services to the entire

market, thereby allowing the entrant to invest efficiently in creating a brand image and in

retail marketing. Even entrants that do not invest in their own network facilities but continue

to lease everything from the Bell will make substantial retail investments. Pure reseller

competition can play an important role in overall market competition as the long distance

industry demonstrates.

If priced at long run incremental cost, the availability of unbundled network access provides

efficient investment incentives to both entrants and the Bells. The entrants will lease facilities

from the Bell when that is more efficient (that is, when constructing duplicate facilities

would result in higher average total costs) and will invest in their own facilities when that is
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warranted. If unbundled access is priced too high, then entrants are, in most cases, deterred

from investing at all, or when they do invest, from over-investing in their own facilities.

Indeed, if there were a competitive wholesale market in the various elements that comprise a

local access network, we should expect to see the prices of these elements approaching the

same price as the appropriate regulated price. By contrast, in the absence of unbundled

access at a regulated price, the Bell would have an incentive to set the price significantly

above the economic cost in order to extract monopoly profits from competitors, or even

more likely, to deny access altogether, thereby effectively eliminating the threat of

competmon.

An extensive cross-national study by the OECD commented that:

Policies such as unbundling of local loops and line sharing are key
regulatorytools available to create the right incentives for new investment
in broadband access. The evidence indicates that opening access
networks, and network elements, to competitive forces increases
investment and the pace of development... 10

The OECD study provides further confirmation that bottleneck access regulations have

beneficial effects in both the U.S. and other countries that have employed such policies. If

unbundling rules deterred investment, then how could one explain that startup local carriers

were willing to invest 64 percent of their revenue in local access services (compared to 21

percent for the Bells)?"

If sufficient facilities-based mvestment does occur under the unbundling rules, then

competitive sources of wholesale supply for some of the components of local access

networks may develop. As this occurs, unbundling requirements for those elements may be

safely relaxed without fear that such deregulation will injure consumers or deter additional

mvestment.

10 See Tvi' DelldopmeRI qfBroadbond Areas in DEeD COlltl/nt-f, Directorate for Science, Technology and IndustIy,
Organization for Economic GJoperation and Development (OEeD), DSTI/la:P/TISP(2001)2/Final,
October 29, 2001, page 4.

11 Data for UEG is from ALTS Repon (note 5) and data for the Bells is from the .f/ollflio q/C(}/?//?/Hllicdlio#
CO/'hfhM Cornt-rJ 2000/2001 (note 6).
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III. New Rules for New Wires?

The Bells have argued that investment in broadband facilities distinct from telephone service

should not be subject to the unbundling provisions of the Telecom Act. At one level, this

argument is sound, if the investment is wholly new and all competitors have an equal

opportunity to take advantage of the new technologies and market opportunities they make

possible. If a Bell wanted to enter the breakfast cereal business, there would be no need for

unbundling provisions on its activities in that business.

Broadband is not breakfast cereal. Nearly all of the proposed broadband investments by the

Bells represent incremental upgrades to the existing infrastructure. These investments are

fully integrated with the Bell business plans and operations, and are closely coupled to the

existing investment in the Bells' local networks. The Bells have been anticipating migrating

to broadband networks for decades and have been putting the necessary investments in

place since well before the passage of the Telecom Act. The conversion from analog to

digital, investments in fiber optic cables, and the addition of packet switching technology

have all been undertaken as part of the Bells' programs for upgrading their networks. At

each stage, the choice of particular investments takes account of the existing infrastructure.

'This is economicallyefficient and sensible, but it also means that it is difficult to draw a clear

boundary between what constitutes investments in new infrastructure rather than standard

infrastructure. The whole vision is to migrate to a broadband platform that is capable of

supporting integrated services.

SBCs Project Pronto is a good example. When SBC originally announced its investment in

the project, the company argued convincingly that the investment was wholly justified in

terms of expected savings in operating costs on current services and savings on future

facilities expansion. Project Pronto made sense even if expected revenues from new services

is ignored."

12 See "SBC Announces Sweeping Broadband Initiative," SBC Investor Briefing, No. 211, October 18, 1999,
page 2.
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In an earlier paper, we pointed out the constructive role that structural separation of the

Bells could play." The idea is to separate a Bell into independent wholesale and retail

companies. The wholesale company would own the last-mile circuits and cenain other local

network infrastructure. Its customers would include the retail Bell along with all other

carriers that chose to compete in providing telecom services. The wholesale Bell would treat

all of its customers equally, because it would not be affiliated with any provider of retail

services. Structural separation at the local level would bring the same benefits to local service

that structural separation of long distance from local phone service brought after 1984.

In broadband, the provision of advanced connections to homes would be the responsibility

of the wholesale Bell. As long as competition in advanced last-mile facilities remained weak

(which we believe would be true unless new wireless technologies coupled with substantial

new allocations of spectrum to broadband became available), the wholesale Bell would

remain regulated. Broadband service itself- whether provided by the retail Bell or one of its

rivals- would be unregulated.

The structural separation model makes it clear where the potential monopoly power resides

and how to achieve the minimum amount of regulation needed for efficient economic

performance. It also makes it clear that deregulation of the broadband activities of the

regulated Bells is a poor idea.

Preferential regulatory treatment of the Bells' broadband operations also cannot be justified

on the basis that they face adequate competition already. It is true that the Bells account for

less than half of current broadband subscribers. Cable modem services have a larger share of

current residential broadband services, but this does not lead to the conclusion that the Bells

lack substantial market power with regard to these services. The Bells control the copper

loops that are an essential input for the provision of DSL services and the Bells are the

largest providers of DSL-based broadband services. We have noted earlier that cable

operators, as half a duopoly structure could not be expected to be vigorous broadband.

rivals. Funher, a competitive analysis of broadband needs to consider the total local access

market for data services which remains dominated by Bell-provided leased line and other

13 See Robert Hall and William Lehr, RefClling Compel/lion to .flimltlale Economic Cr(})J'/IJ, white paper, September
2001.
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data services. Indeed, it was the growth of cable modem competition and competition from

entrants offering DSL services over Bell facilities that spurred the Bells to accelerate their

own deployment of DSL services. The Bells were influenced by a desire to protect their

substantial data service revenues from competitors- a threat of a combination of

competitive facilities investment and regulatory-mandated interconnection to the Bells'

networks.

Broadband represents the future of local infrastructure. Deregulating prospective broadband

investment assures the sWlSet of open access provisions of the Telecom Act. If granted, the

Bells may be able to classify nearly all of its investment opportunistically as intended for

broadband data services to avoid pro-competitive unbundling and interconnection

obligations. In a converged network, voice can be carried as data (Voice-over-IP services)

raising the possibiliry that even facilities used for legacy services would avoid unbundling

obligations. As increasing portions of the network become "broadband"- and hence

unregulated- it will become increasingly difficult to implement unbundling and

interconnection rules for the rest of the Bells' local access network

Therefore, the market power that the Bells retain byvirtue of their ownership of their legacy

network is closely linked to their proposed investments in broadband and removal of pro­

competitive restraints on the Bells will perpetuate their monopoly power over next­

generation networks.

IV. Relaxed Regulatory Treatment for the Bells' Broadband
Investment Would Increase Regulatory Uncertainty

The prospects for significant facilities-based competition are, at best, uncertain. Today, most

homes are served by two facilities- based providers: the telephone company and the cable

television company. With suitable upgrades, both types of networks can offer a similar range

of services- at least in principle. In the future, there is hope that power line companies may

upgrade their networks to support communication services or that over-builders will

construct new local networks. There is also hope that some subset of the myriad wireless

technologies under development may provide viable broadband local access services

eventually. However, this is cenain1y not the case today. Indeed, during the latter half of

2001, a number of companies offering innovative wireless services either went bankrupt
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(Metricom and Mobilstar) or scaled back their investments in wireless alternatives to local

loops (Sprint and AT&1).

If we are lucky enough in the future to find this facilities- based competition sufficiently

robust to eliminate any threat of substantial market power over last mile services, then we

won't need to worry about mandating unbundling and interconnection. While this would be

the best case, it is not clear that it is the most likely case. If the technology of choice for next

generation access networks turns out to be fiber-to-the-home, it will almost certainly be a

single-circuit natural monopoly in most local markets. Alternatively, even if both the

telephone and cable TV provider survive to offer competing access in many locations, we

cannot be certain at this time that the resulting duopoly competition would be suitably

vigorous to obviate the need for regulatory oversight and some form of interconnection

rules. The cable and telecom networks have quite different legacy networks and regulatory

histories so that regulatory policy towards the two types of infrastructure ought to be

distinct, at least for the time being.

There ;; still too much uncertainty regarding the demand for broadband-enabled services

and regarding the technology for providing local access to know whether robust facilities­

based competition will be viable. This uncertainty makes it premature to eliminate

interconnection and unbundling regulation for future broadband services.

Although much about the future of telecommunications infrastructure is uncertain, there are

a number of factors that can predictably influence future outcomes. Inappropriate regulatoty

policies can stifle incentives to invest. For example, regulatory policies that set the prices for

interconnection below economic costs will deny firms an opportunity to earn a fair return on

their investment. Under such circumstances, firms will not invest. The Telecom Act does

not instruct regulators to set rates below cost, and no one has demonstrated that any of

these regulated rates is below cost.

Uncertainty about regulatory policy can also dampen investment incentives. Uncertainty is

especially perverse because it increases the costs of investments by both incumbents and

entrants. For this reason, consistency in regulatory policy is desirable. In the context of the

present debate, this would argue in favor of staying the course adopted by the Telecom Act.

Repealing interconnection requirements on the Bells represents a radical change in policy
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that would dampen investors' interest in telecom. Furthermore, because it is not possible to

readily segregate Bell investments into broadband and legacy infrastructure, relaxing

regulatory requirements on broadband will critically weaken the unbundling provisions of

the Act.

Therefore, relaxing prematurely regulatory rules on the Bells, especially with respect to their

investments in broadband, would increase regulatoryuncertainryand therefore would reduce

incentives to invest in the infrastructure that such a policy would be intended to promote.

Rather, it is maintaining the policy of unbundling that will foster investment.

V. Conclusions

Since the passage of the Telecom Act, the Bells have grown stronger through monopoly­

preserving mergers and through the collapse of much of their nascent local competition.

While entrants were investing heavily to get a toehold in local markets, the Bells were

merging. The mergers allowed the Bells to eliminate a major source of potential facilities­

based competition while at the same time expanding the geographic scope over which their

market power could be coordinated and exploited. Meanwhile, the slower-than-anticipated

implementation of the Act, the resistance of the Bells, and other factors resulted in the

drying up of financial capital available to the GEe industry. Without access to additional

funding, many telecom startups were forced into bankruptcy.

Broadband in the Ullted States is less widely used than in the leading countries, such as

Korea. Consumers are not clamoring for broadband service because relatively few products

and services are available on the Internet that make good use of high bandwidth. The short­

term problem with broadband is not a lack of Bell investment, but a lack of effective

competition. The Bells have been able to raise prices for broadband services in recent

months, while at the same time, providing poor service. The solution is not to fence off the

Bells from competition. Rather, the competitive model of the Telecom Act provides the

right solution at this time. Longer-term, we do have a pressing need to achieve the

economically efficient level of investment in next-generation broadband facilities. Incentives

to invest will be influenced by prospects for future industry structure and regulatory

uncertainry. If the Bells retain control of the technically most efficient facilities without a

requirement to share those facilities with other suppliers, and if they are unregulated, they
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will set high prices, serve relatively few customers at those high prices, -and make relatively

low investments. If, on the other hand, last-mile access is available, at prices close to cost, to

many competing suppliers d broadband services, those services will be priced efficiently,

demand will be high, and investment correspondingly high.

Therefore, both in the short term and longer term, prospects for investment in broadband

infrastructure and services are best served if we retain the pro-competitive provisions of the

Telecom Act with respect to the Bells. The appropriate time to relax unbundling

requirements for specific components or services is when numerous substitute sources of

supply other than the Bells become !l'nerally available. The circumstances when this

condition might be met are likely to differ depending on the network element or service

under consideration and on local competitive conditions. Telecom policy needs to deal with

the distinct possibility that the broadband service of the future will arrive at the home over a

fiber circuit with a substantial bandwidth advantage over any wireless alternative. In that

case, all of the problems connected with the Bells' control of the existing copper circuit will

remain. Policy should ensure a smooth path to efficient management of a potentially

continuing monopoly in the last mile of the telecom network.
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Exhibit 1: Supply Exceeds Demand
(Yankee Group)
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